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Ps excluded $12 mllion of a $76 million
settlenment fromgross incone for the 1995 taxabl e year
pursuant to sec. 104 (a)(2), I.RC. R determned the
$12 mllion was not excludable.

Held: Ps are not entitled to exclude the $12
mllion settlenment anmount from gross incone.
Charles E. and Noel K. Bradley, pro sese.

Robert E. Marum for respondent.

MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VWHERRY, Judge: Respondent determ ned a deficiency in
petitioners’ Federal incone tax for the 1995 taxable year in the

anount of $4,676,578 and a penalty pursuant to section 6662(a) in
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t he anobunt of $914,025.! After concessions,? the sole issue for
decision is whether the $12 mllion petitioners received pursuant
to a settlenent is excludable fromincone under section
104(a) (2).

FI NDI NGS OF FACT

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference. At the tine this petition
was filed, petitioners resided in Darien, Connecticut. Noel K
Bradley is a party to this case only because she filed a joint
Federal inconme tax return with her spouse, Charles E. Bradley
(petitioner or M. Bradley), for their 1995 tax year.

M. Bradley received his bachelor’s degree in economcs from
Yale University in 1951 and his MB. A degree in accounting from
New York University School of Business in 1957. After his
graduation from Yale, petitioner worked at Price Waterhouse until
1953 when he joined the U S. Navy as a |lieutenant junior grade.
He returned to Price Waterhouse in 1956 where he continued to

work until 1967, eventually becom ng a general partner of the

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code for the year in issue. Al Rule
references are to the Tax Court Rules of Practice and Procedure.

2 By stipulation, respondent conceded the sec. 6662(a)
penal ty, and petitioners conceded all other adjustnments for 1995
as listed in the notice of deficiency.
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accounting firm From 1967 to 1971, petitioner worked as an
executive vice president of the investnent banking firm Laird,
Inc., starting his career in | everaged buyouts. Since 1967,
petitioner has served in executive and board positions with many
conpani es, including president of Stanwi ch I nvestnent Co. and
Stanwi ch Partners, Inc. (Stanwi ch). During 1992-95, petitioner
was enbroiled in a nunber of lawsuits related to his business
endeavors, the settlenent of six of which resulted in the

settlenent payments at issue in this case (the Six Lawsuits).?3

3 The Six Lawsuits in which petitioner was involved are as
follows (and as identified in the parties’ joint stipulated
Exhi bit 79-J and herein by nunber): (1) Bradley v. Boyle, C A
No. 5:92CVv171(S) (N.D.WVa., Cct. 7, 1992); (2) Bradley v. Boyle,
C. A No. 5:94CV29(S) (N.D.WVa., My 24, 1994); (3) Onet Corp.
v. Bradley, C. A No. 5:93CV21(S) (N.D.WVa., Jan. 20, 1993); (4)
Boyle v. Boyle, C A No. 87-C772 (WVa. Cr.Ct., Mar. 31, 1994),
affd. sub nom Boyle v. Boyle, No. 22564 (WVa., June 16, 1995);
(5) Boyle v. Bradley, C A No. 5:94Cv33(S) (N.D.WVa., WMar. 31
1994); and (6) Bradley v. McCamc, C A No. 5:95CVv62(S)
(N.D.WVa., May 18, 1995). This opinion for purposes of
hi storical context first discusses several of the other cases and
t hen, discusses each of the Six Lawsuits to determ ne whether any
of the $76 mllion settlenent was nade for personal injury clains
and if so, whether those personal injury clains were tort-Ilike as
described in sec. 104(a)(2).

A settlement termsheet, dated Aug. 7, 1995 (Settlenent Term
Sheet), see infra, lists Onet Corp. v. Bradley, C A No.
5:92Cv639 (WAE) (N.D. Conn. Nov. 2, 1992), as one of the Six
Lawsuits to be settled. This case was renoved to the United
States District Court for the Northern District of West Virginia,
foll ow ng a consent order by Judge Eginton, where it was
recapti oned as the aforenmentioned | awsuit nunber three, above,
and subsequently, dism ssed by Judge Stanp. See infra note 33.
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A. Omership of Oralco, Inc.

In 1986, petitioner, together with Robert E. Boyle (M.
Boyle), and WlliamR Strothotte* (M. Strothotte), founded and
i ncorporated Oralco, Inc. (Oralco, or follow ng a nane change
after its reorganization, in 1994, Onet),> a Del anare
corporation with its principal place of business in Weeling,
West Virginia. During 1990 through 1995, Oralco was a hol ding
conpany owni ng 100 percent of the stock of Chio R ver Associ ates,
Inc. (ORA), and Oral co Managenent Services, Inc. (OVS5). From
1992 t hrough 1995, OMS served as the managi ng conpany for the
original Onmet. ORA owed 100 percent of the stock of O net
Corporation® (Ornet, or followi ng a nane change after its
reorgani zation, in 1994, Onmet Primary Al um num Corporation), a
corporation organi zed under the laws of Delaware with its

princi pal place of business in Hannibal, Chio. ORA I|ike Oalco,

“# M. Strothotte was a netals trader and president of
Cl arendon, Ltd., a firminvesting in conpani es associated with
met al s-tradi ng.

51In 1994, Oralco acquired the assets of Consolidated
Al um num Cor poration (Conal co). These assets consisted primarily
of rolling mlls, a recycling plant, and a foil plant. As a
result of the Conal co acquisition, the names and structure of the
corporations changed. During 1994, Oralco changed its nane to
O et Corporation, and the original Onet Corporation changed its
name to Ornet Primary Al um num Cor porati on.

6 1n 1986, M. Boyle led a | everaged buyout to acquire
Onet. Petitioner and M. Strothotte also participated in the
buyout, and in 1989, M. Boyle, petitioner, and M. Strothotte
becane the sole owners of Onmet. Oalco was forned as the
hol di ng conpany for O net.
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was a Del aware corporation, headquartered in Weeling, West
Virginia. Onmet was engaged in the production of commoditi es,
specifically alumna, primary alum num and fabricated al um num
pr oduct s.

Prior to April 21, 1992, Oralco stock was held by M. Boyle
(48. 387 percent), M. Strothotte (19.355 percent), and
petitioner, individually and as trustee of a voting trust (32.258
percent).” At all relevant tines, Oalco had 1, 000,000 shares
aut hori zed but only had 500,000 shares issued and out st andi ng.
On Cctober 11, 1989, M. Boyle, M. Strothotte, and petitioner
entered into a stockhol der’ s agreenent (1989 Stockhol der’s
Agreenment) whereby, inter alia: (1) Each stockhol der had the
right to designate one of the three nenbers of Oralco’s board of
directors, (2) each stockhol der agreed not to sell his shares to
any ot her stockhol der, except as permtted by the agreenent, and
(3) termnation of the agreenent was all owed by a stockhol der
hol di ng shares representing at |east two-thirds of the voting

power of all outstanding Oral co shares.

" The voting trust of Cct. 11, 1989, was between petitioner,
John G Poole (M. Poole), and Lawence A. Siebert (M. Siebert),
coll ectively doing business as Stanwich Partners. Petitioner
served as the voting trustee of this trust. Under the voting
trust, M. Bradley had the exclusive right to vote all Oralco
shares owned by him M. Poole, and M. Siebert. Thus, for
sinplicity, M. Bradley is treated as the owner of the shares for
pur poses of the corporate control actions recounted in this
opi ni on.
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B. The Si gnal and Costar Loans

During 1992 through 1995, petitioner, M. Seibert (through
1993), and M. Poole were shareholders in Stanwi ch, a Del anare
corporation. Petitioner and Stanw ch guaranteed a |l oan in the
ori ginal anount of $19, 490,692 from Signal Capital Corporation
(Signal) to Oneida Products Corp. (Oneida) by guaranty agreenents
dated August 17, 1988, as anmended August 12, 1991. Shortly
thereafter, in 1992, Signal comenced a | awsuit agai nst
petitioner and Stanwi ch in the Superior Court of the State of
Connecticut® (Connecticut Superior Court) to collect on |oan
guaranties nmade by petitioner and Stanwich with respect to the
Oneida |l oan. As of Cctober 20, 1992, Signal obtained a
prejudgnent attachnment of all of petitioner’s right, title, and
interest in 95,000 Oalco shares. As security for the Signal
| oan, petitioner, by agreenent dated Cctober 29, 1992, pledged to
Signal his voting trust certificate for the 95,000 O al co shares.
Then, on January 7, 1994, the Connecticut Superior Court issued a
judgment in favor of Signal and against petitioner and Stanw ch
in the principal anbunt of $24 million with respect to the | oan

guaranty.®

8 The action was titled Signal Capital Corp. v. Bradley &
Stanwi ch Partners, Inc., docket No. CV-92-0127300-S (Jud. Dist.
of Stanford, Conn. Super. C. 1992).

°® As discussed infra, on Aug. 17, 1995, in conjunction wth
the terns of the Inplenmenting Agreenent dated Aug. 18, 1995,
Signal termnated its |liens against petitioner and other parties.
(continued. . .)
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Petitioner al so guaranteed two | oans, one in 1988 and one in
1991, to Costar Corporation (Costar). These notes payable to
Costar were known as the “Sonmerset” note and the *Hol dings” note,
respectively. In 1992, Costar filed suit against petitioner in
the United States District Court for the District of Connecticut
to enforce petitioner’s guaranties. The district court entered
j udgnment Novenber 30, 1992, wherein petitioner agreed that as of
January 3, 1992, he and Pierre R Debroux as guarantors owed
Costar $3,231, 085.80 and $1, 430,000 for the Sonmerset and Hol di ngs
notes, respectively.1

1. The Six Lawsuits

A. Bradley v. Boyle, Oralco, OV, ORA, O net, Mchael J.

OBrien, and O Sullivan, G aev & Karabell (Oral co/ Ravenswood

Exchange of St ock)

In 1989, petitioner, together with M. Boyle and M.

Strothotte, bought out an al um num processi ng conpany naned

°C...continued)
In the I nplementing Agreenent, petitioner, in order to settle the
Signal clains under its judgnment, the | oan agreenent, and rel ated
docunents, agreed to a cash paynent in the amount of $27 million
and a $4 million prom ssory note from M. Bradl ey payable to
Si gnal .

10 A judgnent was entered in the total anmpunt of
$4, 661, 055. 80 as the sum of the principal balances under the
Sonerset and the Hol dings notes plus costs, accrued but unpaid,
interest, and attorney’'s fees. Because the sum of the anmounts
due under the two notes is actually $4, 661, 085.80, the Court
assunes the small difference represents a typographical error.
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Ravenswood Al um num Cor poration (Ravenswood), ' principally
| ocated i n Ravenswood, West Virginia. Petitioner clainmed that on
August 1, 1991, he was induced by M. Boyle and Oral co’ s counsel,
M chael J. OBrien (M. OBrien), to enter into an oral “stand
still” agreenment with M. Boyle (Boyle Agreenent) whereby each
agreed that neither of themwould sell to, or transfer to, or buy
Oral co shares from M. Strothotte.'? Petitioner also contended
that he agreed to enter into the Boyle Agreenent due to concerns
that M. Strothotte had too nuch control over Ravenswood and
woul d damage Oralco if he gained control. On April 21, 1992, M.
Boyl e nade an agreenment with M. Strothotte to exchange his

Ravenswood shares for M. Strothotte’'s Oralco shares. M. Boyle

11 Ravenswood Al um num Corporation is sonetines referred to
in the stipulation of facts and exhibits as “Ravenswood” or
“Ravenswood, Inc.” (collectively referred to herein as
Ravenswood) .

12 Petitioner clainmed that the oral agreenent also entailed
t hat :
both he and Boyle would continue to jointly vote their
shares and Director votes to maintain joint control of
Oral co; and he and Boyl e would conbine their share
ownership and Director votes in the | ong-term best
interests of Oralco in order to reach an agreenent by
whi ch one woul d purchase the other’s common stock in
Oralco; but if Strothotte made a substantia
unsolicited, unconditional cash offer for the Oalco
shares of either Bradley or Boyle before a definitive
agreenent was reached between them the other nust be
advi sed of such offer and granted a ‘last | ook’ or
right of first refusal to purchase such conmon shares.
[Oalco, Inc., et al. v. Bradley, Gv. A No. 12763,
1992 W. 373041 (Del. Ch. Dec. 17, 1992).]
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expl ained this by denying that any enforceabl e Boyl e Agreenent
exi st ed.

The exchange of M. Boyle’' s Ravenswood shares for M.
Strothotte’s Oralco shares allowed M. Boyle to becone a greater
than two-thirds majority shareholder in Oralco and to term nate
the 1989 St ockhol der’s Agreenent regarding Oral co, which he did
i mredi ately. Thereafter, M. Boyle and M. Strothotte inforned
M. Bradley by letter®® that he had been renoved as a director of
Oralco and its subsidiaries, in accordance with the term nation
provi sion of the 1989 Stockhol der’s Agreenment. M. Boyle
appointed hinself as sole director of Oralco and its rel ated
entities.

In response, on Cctober 7, 1992, petitioner filed a | awsuit
against M. Boyle, Oralco, OM5 ORA, Onet, attorney M. O Brien,
and the law firmof O Sullivan, G aev & Karabell (OGK) in the

United States District Court for the Northern District of Wst

13 The letter to petitioner effectuating his renoval was
actually dated Apr. 20, 1992. The letter was incorrectly dated
because the docunents were drafted on Apr. 20, 1992, but they
were not signed until after mdnight. Thus, the docunents should
have been properly dated Apr. 21, 1992. Vice Chancel |l or Chandl er
in Oalco, Inc., et al. v. Bradley, supra, granted the notion to
amend the conplaint to conformplaintiff’s pleadings to this
fact.

4 The issue of whether petitioner was validly renoved as a
director of Oralco was decided in favor of the plaintiff, Oalco,
in Oalco, Inc., et al. v. Bradley, supra.
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Virginia.® |In the conplaint, as subsequently anended,
petitioner alleged, inter alia, breach of contract with respect
to the alleged Boyle Agreenent, intentional interference with
busi ness rel ationship, fraud, negligent m srepresentation,
prom ssory estoppel, l|egal nmal practice, breach of fiduciary duty,
and conversion and corporate waste. Wen the standstill and
right of first refusal issues were litigated by the parties, the
Chancery Court of New Castle, Delaware agreed with M. Boyle that

there was no enforceabl e Boyle Agreenent. See Oralco, Inc., et

al. v. Bradl ey, supra.

B. Bradley (individually and derivatively on behal f of

Oalco) v. Boyle, OSullivan, G aev & Karabell, and Oral co

On April 21, 1994, petitioner filed a lawsuit in his

i ndi vi dual capacity and on behalf of Oral co agai nst M. Boyl e,
O3, and Oralco as a nom nal defendant in the United States
District Court for the Northern District of West Virginia.® On
May 5, 1994, the District Court denied petitioner’s plea for a
tenporary restraining order and prelimnary injunction. On
February 27, 1995, the District Court, following a trial ruled
agai nst petitioner and subsequently, on August 8, 1995, denied

petitioner’s notions to reconsider.

15 This is lawsuit nunber one of the Six Lawsuits. See
supra note 3.

1 This is lawsuit nunber two of the Six Lawsuits. See
supra note 3.
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C. Onet v. Bradley (Collection Action)

On Novenber 2, 1992, Ornet Corporation filed a lawsuit in
the United States District Court for the District of Connecticut
agai nst petitioner.! This lawsuit asserted that petitioner owed
O nmet $714,411.47 froman unpaid July 25, 1989, note petitioner
executed in favor of Ornet in the original anmount of $650, 000.

D. Boyle v. Boyle (Boyle D vorce Proceedi ngs and Stock

Pur chase Opti on)

During his contest with petitioner for control of Oalco,
M. Boyle was also involved in divorce proceedings with his then
wife, Camlla M Boyle (Ms. Boyle). M. Boyle and Ms. Boyle were
marri ed on February 10, 1962. During the majority of their
marriage, M. Boyle was enployed as an engi neer with Kai ser
Al um num Cor poration (Kaiser). In April 1983, M. Boyle |eft
Kai ser to becone the president of O net, which was | osing
mllions of dollars at the tine he assunmed the role of president.
I n Septenber 1986, M. Boyle acquired 1,500,000 ORA shares. At
that time, ORA was the parent conpany of Onet. Through an ORA
stock redenption, a reorganization of ORA, and a | everaged buyout
of Ornmet, M. Boyle exchanged his 1,500,000 ORA shares for
241,935 Oral co shares. Following this reorganization, Oalco
owned all the shares of ORA, and ORA, in turn, owned all the

shares of O net.

7 This is lawsuit nunmber three of the Six Lawsuits. See
supra note 3.



- 12 -

On Novenber 5, 1987, Ms. Boyle filed for divorce in the
Crcuit Court of Chio County, West Virginia (Grcuit Court),
seeking equitable distribution of the marital assets. Although
the divorce proceedings lasted into 1994, the parties were
separated on Novenber 11, 1987. Upon the grant of divorce, by
the Grcuit Court on Decenber 15, 1992, all the Boyles’ marital
assets were divided.

M. Boyle and Ms. Boyle disputed the nunber of Oral co shares
that should be awarded to Ms. Boyle in satisfaction of her
marital rights. During the Boyles separation, the value of the
Oral co shares had increased significantly from $66. 55 per share
to $275 per share. Although M. Boyle acquired 241,935 Oral co
shares during his marriage with Ms. Boyle, in its Decenber 15,
1992, order, the Crcuit Court awarded Ms. Boyle only 29,273
Oral co shares and M. Boyle 212,662 Oral co shares. Since M.
Boyl e believed she was entitled to at |least half of M. Boyle’'s
Oral co shares, she appeal ed the divorce decree on February 17,
1993.

On Decenber 17, 1992, after the Boyles’ divorce decree was
entered, petitioner and Ms. Boyle entered into a confidenti al
option agreenent (Option Agreenent) granting petitioner the
option to purchase from Decenber 17, 1992, through Decenber 31
1996, for cash or certified funds at a price of $117 per share

all Oralco shares that Ms. Boyle mght acquire from M. Boyle
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pursuant to a final court order. |In addition, M. Boyle also
granted petitioner an irrevocable proxy to vote all Oralco shares
awarded to her so long as the Option Agreenent was in force.

As consideration for the Option Agreenent, petitioner was to
pay Ms. Boyle $25,000 upon its execution, plus $5,000 per nonth
for the nonths of January, February, and March 1993, and $10, 000
per nmonth thereafter until the |ater of Decenber 31, 1996, or
until the option was exercised or termnated. |In addition, if
Ms. Boyl e was not awarded sufficient Oral co shares, when conbi ned
with petitioner’s shares, to control Oralco, petitioner could
termnate the Option Agreenent. |f the Option Agreenent renained
in force through Decenber 31, 1996, Ms. Boyle held a put option
to petitioner, which she could exercise during the first 30 days
of January 1997, if petitioner failed to purchase her shares on
or before that date.

During Ms. Boyle s appeal of their divorce order, M. Boyle
becane concerned that a nodification of the divorce order could
result in a distribution of nore Oralco shares to Ms. Boyle. M.
Boyl e m ght then | ose control of Oralco, triggering the “l oss of
control provision” in a credit agreenent between O net and a
banki ng syndicate.® To avoid that eventuality and unknown to

petitioner, as of January 19, 1993, M. Boyle and Ms. Boyle

8 M. Boyle also argued that the loss of control provision
woul d trigger acquisition-financing debt and materially inpair
the value of the Oralco stock for both M. Boyle and Ms. Boyl e.
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executed a confidential stipulation as to their Oralco marital stock.

The stipulation confirmed the Boyles agreenent as to
certain aspects of the distribution of the Oralco shares M.
Boyl e acquired during their marriage. |Included in the
stipulation was the Boyles’ joint acknow edgnment that on January
19, 1993, pursuant to an exchange agreenent, M. Boyl e exchanged
his remai ning 212,662 Oral co shares for 212,662 shares of El mwod
Acqui sition Corporation (EACI11). EAC Il was a newy created
shel | hol di ng conpany, wholly owned by M. Boyle, and created by
himto assist in retaining voting control of Oralco.

The only asset held by EAC Il was the 212,662 Oral co shares
exchanged by M. Boyle. The Boyles further stipulated that if
t he Decenber 15, 1992, divorce order were revised on appeal and
the marital stock becane an issue, then the marital stock would
consi st of Ms. Boyle's 29,273 Oral co shares and Boyle's 212, 662
EAC Il shares, rather than Boyle’'s original 241,935 Oralco
shar es.

Ms. Boyl e’s appeal of the divorce decree clained that she
was entitled to 120,967.5 Oral co shares, which she all eged
represented one-half of the 241,935 Oral co shares M. Boyle
acquired during their marriage. On February 18, 1994, the

Suprene Court of Appeals of West Virginia reversed the Crcuit
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Court divorce order. The Suprene Court held that Ms. Boyle was
entitled to 120,967.5 Oral co shares.

The reversal of the divorce order becane final on March 21,
1994, and on March 22, 1994, Ms. Boyle' s attorney, Jolyon W
McCamc (M. MCamc), filed an application with the Crcuit
Court requesting Oralco to transfer an additional 91,694.5 Oalco
shares to Ms. Boyle. Thereafter, on March 24, 1994, petitioner’s
attorney, Herbert Conner (M. Conner), wote a letter to M.
Boyl e warning hi mthat petitioner would take | egal action in the
event of any attenpt by M. Boyle or Oralco to induce a breach of
contract with respect to Ms. Boyle and petitioner’s Option
Agreenment. Thereafter, petitioner on March 24, 1994, filed a
nmotion to intervene as a plaintiff in the Boyles’ divorce
pr oceedi ngs.

On March 31, 1994, the Circuit Court issued a Findings and
Di vorce Decree (final divorce decree) in the Boyle's divorce
proceeding: (1) Denying M. MCamc’'s application for a transfer
of 91,694.5 Oralco’s shares to Ms. Boyle, (2) ordering M. Boyle
to transfer 120,967.5 EAC Il shares to Ms. Boyle in satisfaction
of her one-half marital rights, (3) ordering M. Boyle to cause
Oralco to imedi ately redeem Ms. Boyle's newly acquired EAC I
shares for $14, 400,000, and (4) ordering Ms. Boyle to transfer

t he previously awarded 29,273 Oral co shares back to M. Boyle.?!®

9 M. Boyle was also required to hold Ms. Boyle harnl ess
(continued. . .)
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On March 31, 1994, Ms. Boyle transferred her 29,273 Oral co
shares back to M. Boyle. M. Boyle, in turn, transferred
120,967.5 EAC Il shares to Ms. Boyle. WM. Boyle then caused
Oralco to purchase Ms. Boyle's 120,967.5 EAC Il shares for
$14, 400, 000. To finance Oralco’ s purchase of Ms. Boyle' s EAC |
shares, Bancboston Fi nanci al Conpany (Bancboston) acting through
its enployee, David L. Risdon (M. Risdon), lent $14, 400,000 to
Oral co. These actions prevented petitioner fromexercising his
stock purchase option with Ms. Boyl e because the event triggering
the Option Agreenent never occurred.

On March 31, 1994, the Circuit Court denied petitioner’s
nmotion to intervene in the Boyles’ divorce proceeding on the
theory that petitioner’s interests were adequately protected by
existing parties.? This action pronpted petitioner to appea
the order to the West Virginia Supreme Court of Appeals. On June

16, 1995, the Suprenme Court of Appeals of West Virginia upheld

19C. .. continued)
for any and all losses, liabilities, judgnents, awards, damages,
assessnents, charges, fines, penalties, costs, attorney’'s fees,
and expenses paid, suffered or incurred by Ms. Boyle arising out
of any claim denmand, action, suit, or proceedi ng brought by
petitioner resulting fromMs. Boyle' s actions in conpliance with
the final divorce decree.

20 This is lawsuit nunber four of the Six Lawsuits. See
al so supra note 3.
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the Grcuit Court’s order denying petitioner’s notion to
intervene in the Boyles’ divorce proceeding. %

E. Canilla Boyle v. Bradley (Litigation Regarding the

St ock Pur chase Option)

During 1994 and 1995, while petitioner was attenpting to
exercise his option to purchase Ms. Boyle' s stock in Oalco, M.
Boyl e, through her attorney, M. MCamc, filed a | awsuit agai nst
petitioner in the Crcuit Court of Ohio County, West Virginia
all eging that the Option Agreenent was induced by fraud.?* This
action was renoved to the United States District Court for the
Northern District of West Virginia and assigned to Judge Stanp.

F. Bradley v. McCam c, Ri sdon, Bancboston (Third Party
Suit)

On May 24, 1994, petitioner, filed a third-party conpl ai nt

against Ms. Boyle s attorney, M. MCam c, Bancboston enpl oyee,
M. Risdon, and Bancboston.?® On or about March 8, 1995, M.
Boyl e responded to petitioner’s third-party conplaint wth an
affidavit stating that when she executed the Option Agreenent,
she believed petitioner had the resources to pay for any shares

of Oralco she would receive in settlenent of her nmarital cl ai ns.

21 This order also affirnmed the order issued in | anwsuit
nunmber four. See also supra note 3.

22 This is lawsuit nunber five of the Six Lawsuits. See
supra note 3.

22 This is lawsuit nunber six of the Six Lawsuits. See
supra note 3.
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Ms. Boyle contended that until |late March 1994, she was not aware
of petitioner’s allegedly defaulted financial obligations to
Costar and Signal totaling $31, 086,358.80 and a $650, 000 paynent
due to Oral co. *

I[1l. Statenents by M. Boyle or O net

M. Boyle or Onet rel eased several docunents to the public
between April 15 and May 11, 1994. The April 28, 1994, docunent
was a letter to O net enployees signed by M. Boyle. Four
docunents were press rel eases. Another docunent was an article
in the May 11, 1994, edition of the conpany’s “Ornet News”.
Petitioner cited statenents in the docunents as the basis for his
personal injury clains.

For exanple, M. Boyle or Onet nmade the foll ow ng
pronouncenents: (1) “This ad is another of the many attenpts by
Charles Bradley, a minority shareholder in Oralco, to extract
money from Oralco for his personal benefit.”; (2) “M. Bradley
has a long history of driving conpanies * * * into the ground,
resulting in jobs being | ost forever while naintaining sone

degree of personal wealth.”; and (3) “Bradley is a self-styled

24 Petitioner’s financial obligations under these notes
resulted fromthe decisions in the Signal and Costar litigations
and the settlenent and conprom se of |awsuit nunber three of the
Six Lawsuits. See supra note 3. Judge Stanp dism ssed | awsuit
nunmber three on Aug. 10, 1995. See also infra note 33.
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deal maker who cares little for the damage created and people’s
lives destroyed when his deals fall apart.”?®

Petitioner’s law firm Finn D xon & Herling LLP, reviewed
the basis of petitioner’s clains for |ibel, slander, and
intentional infliction of enotional distress. In a nmenorandumto
petitioner dated Novenmber 12, 1997, the firmstated that neither
M. Boyle nor Onet had a valid truth defense to petitioner’s
claimfor defamation.

| V. Lawsui t Pl eadi ngs

Despite dozens of pages of pleadings, there was no reference
in any of these cases to any personal injuries suffered by
petitioner. Although petitioners anended their conplaints
several tines and the parties filed counterclains and derivative
cl ai ms, none of these docunents contained any clains for personal
injuries. The Court notes the parties stipulated: “Petitioner
did not file any |lawsuits against Oralco, Onet Corporation
and/ or Boyl e concerning any personal injuries that he incurred as
a result of any actions undertaken and/or statenents nmade or
publ i shed by Oral co, O net Corporation and/ or Boyl e concerning

petitioner.” This stipulation is consistent with the credible

25 Petitioners attached to their opening brief page two of
“Onmet News”, an internal conpany newsletter, seeking to use
statenents contained therein as evidence. However, joint
stipulated Exhibit 169-J, as stipulated by the parties and filed
with the Court, did not include page two of “Ornmet News”, and
petitioners did not separately offer page two into evidence.
Thus, the Court will disregard page two. Petitioners are not
al l owed to add docunents into evidence by attaching themto their
brief.
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testinony of M. Bachman, Oralco’s and M. Boyle s attorney, who
stated: “I don’t remenber spending any time ever evaluating or
def endi ng against a claimof |ibel or slander.” Petitioner and
his attorney, M. Conner, testified that they had intended to
anend their pleadings at sone point to allege personal injury in
the formof |ibel and sl ander but were deterred from doing so by
the court, which informally requested that no additional clains
be filed until the pending clains could be resolved. As a
result, M. Conner first informed M. Boyle and Ornet of M.
Boyl e’ s personal injury clainms in a letter dated July 27, 1995,
to Cathy M Arnmstrong, counsel for O net.

V. Settlenent of the Six Lawsuits

Settlenment efforts to resolve the Six Lawsuits began in the
fall of 1994, but they did not becone serious until the sunmer of
1995. In order to raise funds to settle the |lawsuit between
petitioner and Signal, petitioner’s counsel discussed Onet’s
possi bl e redenption of petitioner’s Onet shares, ? as well as,
the Ornet shares under petitioner’s voting control as trustee of
the voting trust.

To determ ne the value of petitioner’s Ornet stock, both
petitioner and M. Boyle conducted valuations of Onet to
facilitate Ornet’s possible stock redenption. Petitioner

received a draft valuation of O net, dated Decenber 5, 1994, from

26 By this date, Oralco had changed its name to O net.
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C. David Allen, Jr., of Price Waterhouse LLP approxi mating the
valuation of Omet in the range of $700 mllion to $800
mllion.?” By letter dated March 1, 1995, to M. Conner, Donal d
J. Pfingstler of Barrington Consulting Goup, Inc., addressed the
value of Onmet and the value of petitioner’s shares in Onet held
individually and as trustee under the voting trust agreenents.

M. Pfingstler concluded that had petitioner acquired
sufficient Onmet shares to control O net, the valuation of his
shares woul d have been $376 mllion to $588 nillion; otherw se,
as turned out to be the case, the valuation of petitioner’s
shares woul d be approxinmately $110 mllion to $165 million
because they reflected a mnority discount. |In a June 27, 1995,
letter to Charles E. Bachman (M. Bachman), attorney for O net,
M. Conner indicated that petitioner would sell his shares and
the shares of his voting trust back to Onet “for cash[,] and
[it] would involve the settlenent and di scontinuation of al
l[itigation [the Six Lawsuits], at the buyer’s request, or
Bradl ey’ s cooperation in the continued pursuit of the litigation,
again, at the buyers [sic] option (and wth his financing of the
costs of litigation).” This offer was subject to further

negoti ati ons.

21 M. Conner testified that petitioner was not able to
effectively use the Price Waterhouse LLP valuation in determ ning
t he value of Ornet because Price Waterhouse LLP withdrew its
draft valuation, claimng that it was unauthori zed.
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The parties exchanged several drafts of various settl enment
agreenents before they reached a final agreenent. After
negoti ated changes, Onet and M. Boyle both believed as did M.
Bradl ey that there was a binding settlement of all rel evant
i ssues when the Settlement Term Sheet was executed. M. Bradley
states in his opening brief: “Parties to a termsheet agree to
the conditions set forth in the termsheet and to that extent it
is considered binding with respect to those particular itens.”
The Settl enment Term Sheet, dated August 7, 1995, was signed
by the parties. Petitioner (based on the Stanwi ch fax nachine
date on the base of the docunent and the date of M. Bachman’s
cover sheet correspondence) appears to have signed the Settl enent
Ter m Sheet on August 8, 1995, Boyle and Ornet on August 8 or 9,
and Signal on or after August 8, 1995, probably August 11, 1995.
O particular note was the demand by M. Boyle and Oral co
that the settlenment result in a conplete resolution and rel ease
of any and all clains known or unknown at the tine of settlenent.
M. Bachman credibly testified regarding the August 7, 1995,
Settl ement Term Sheet and whet her he renenbered any controversy
over the rel ease between hinself and M. Conner. He stated:
“No, | remenber that if there was going to be a settlenent here,
it wuld be a settlenent. | nean, as | said, real, inmagined,
current, historical, future, and as broad as you can define the

release.” It is not surprising or unusual that broad genera
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mut ual rel eases were required by paragraph 6¢c of the Settl enment
Term Sheet, as many settlenents of this kind include simlar
provi sions as standard practice. M. Bradley s attorney, M.
Conner, testified that the issue of a general rel ease was not
resol ved until the subsequent Inplenenting Agreenent was
execut ed.

I n a menorandum dated June 30, 1995, to M ke Dougherty (M.
Dougherty), a tax attorney, Scott Junkin (M. Junkin), counsel
for petitioner, expressed petitioner’'s desire to structure the
Oral co/ O net payout such that a portion would be nontaxable. In
hi s menorandum M. Junkin informed M. Dougherty:

CEB wants to know if there is any way to structure the

settlenment so that a portion of the ORALCO paynents are

non-taxable. He nentioned allocating a portion of the
settlenment to the share repurchase and a portion to
dropping his clainms under the law suit. | expressed
skeptici sm about whether any portion could be non-

taxable, but I will defer to you on that. CEB nay be

t hi nki ng of some analogy to the non-taxability of

settlenment paynents for pain and suffering in a

negli gence suit.

On the sane day petitioner signed the Settlenent Term Sheet,
t hrough correspondence with his attorney, he sought to confirm
his desire that a portion of the Onet settlenent would be
treated as nontaxable for Federal incone tax purposes.
Petitioner expressed his expectations in a letter to M.
Dougherty dated August 8, 1995, that $12 mllion would be

received “for settlenment of litigation on a personal injury

basis”. By letter dated August 14, 1995, petitioner asked his
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attorney, M. Conner, to review M. Dougherty’s nenorandum of
August 11, 1995, and assenble all the docunents show ng damage to
hi s reputation.

Petitioner also contacted his attorney, Brett D xon (M.
D xon), to review the tax issues related to the settlenment. By
menor andum dat ed August 15, 1995, M. Dixon stressed the
i nportance of inserting |anguage into the Inplenmenting Agreenent
which would reflect that the $12 mllion paynment was for
petitioner’s actual personal and/or physical injury. He wote:

In light of the punitive-versus-actual danmages issue we
di scussed with respect to the $12 million paynment in
settlement of the litigation, | think it is inportant
to try to get |language into the I nplenenting Agreenent
to the effect that the paynment is being nade in respect
of actual personal injury (defamation, libel, slander,
enptional distress) that you suffered as a result of
this matter. It would also be helpful if you could
docunent any physical injury or illness you suffered
(severe enotional distress requiring treatnent, etc);
this would provide an alternative basis for exclusion
(i.e., even if the personal injury danages are
punitive, they relate to a physical condition).

[ Enphasi s added. ]

M. D xon further suggested that petitioner include “in the
| mpl ement i ng Agreenent a covenant that the partics [sic] wll

respect the allocation between the different elements of recovery

for all tax purposes.” As late as August 16, 1995, M. D xon was
still finalizing the | anguage he believed woul d be ideal for
petitioner to include in the Inplenenting Agreenent. In his

menorandumto petitioner of that date, M. Di xon suggested the

foll ow ng | anguage be included in any final agreenent:
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Ornet and Bradl ey acknowl edge and agree that the

Bradley Litigation Settlenment Price is being paid in

respect of actual personal injury (including, wthout

[imtation, damage to personal reputation and nental

and enotional distress) suffered by Bradley as a result

of the Litigations and other actions taken by and

di sputes with the Defendants.

M. D xon also opined in a nenorandum that O nmet shoul d not
care about how petitioners characterize the settlenent paynent
for tax purposes since it would be deductible by Onet in any
event. Contrary to M. Dixon’ s advice, because of objections by
M. Boyle and Ornet, neither his suggested |anguage, nor anything
simlar, was contained in the Inplenenting Agreenent. M. Dixon,
due to the litigants’ aninosity, anticipated this possibility
noting in the sane nmenorandumthat O net may be unwlling to
include the language in a final agreement. Alternatively, he
suggested that the agreenent | anguage be “watered down”. He also
expressed his hope that: “At a mninmum Onet should be willing
to permt inclusion of a statenent that you represent that you
have suffered such injuries.”

In reference to the $12 mllion paynment, the Settlement Term
Sheet stated that “Ornet shall pay $12,000,000 to Bradley in
settlement of his direct clains against Onmet.” The |nplenenting

Agreenent incorporated the terns of the Settl enent Term Sheet

utilizing the follow ng nore expansive | anguage:
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3. Litigation Settlenent; Expense Rei nbursenent;
Rel eases; Ternmination of Voting Trust Agreenent.

(a) * * * Onmet wll pay to Bradley, by wre
transfer of imrediately avail able funds to an account
specified to Onmet in witing, (i) $12 nmllion (the
“Bradley Litigation Settlenent Price”) in settlenment of
all direct clainms (“Direct Cains”) by Bradl ey agai nst
Ornet, whether relating to the Litigations or
otherwi se, including but not limted to those |ibel and
sl ander clains described in that certain letter from
Her bert Bennett Conner to Charles E. Bachman dated
August 11, 1995, and (ii) $4 mllion as reinbursenent
of legal fees and expenses related to the Litigations
(the “Litigati on Rei nbursenent”). (28

(b) Each Menber hereby acknow edges that any

cl ai rs agai nst the Defendants or the Qther Litigations

Parties other than the Direct C ains have no val ue, and

that no paynent is being nmade to any Menber in

settlenment of, or otherwise with respect to, such

cl ai ns.

M. Conner testified that the Settlenent Term Sheet
providing for the $12 mllion paynment related only to the
settling of petitioner’s filed direct clains against O net, not
to any libel or slander suits. Further, M. D xon stated that
there were no docunents regarding petitioner’s physical injuries
avai | abl e when M. Dixon gave a tax opinion regarding the
settlenment. M. Bachman testified that he did not spend any tine
def endi ng Oral co agai nst any personal injury clains because

petitioner never filed any clains against it. M. Boyle, M.

28 The Aug. 11, 1995, letter witten by M. Conner and
referred to in M. Bachman'’s testinony was attached to
petitioners’ opening brief, but petitioners never offered it into
evidence. Petitioners are not permtted to supplenent the
evidence to include this letter by nerely attaching it as an
exhibit to their brief. Accordingly, the Court wll disregard
this docunent. See also supra note 25.
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Bachman, and Oral co refused to designate any portion of the $12
mllion settlenment specifically for any unfiled all eged personal
injury clainms of libel and slander. Instead, even the

| mpl emrent i ng Agreenment designated the $12 mllion as paynent for
all direct clains including any |ibel and slander. This general

| anguage does not allocate any anount to personal injury clains.

Pursuant to the settlenent, paynents were nade on August 18,
1995, to M. Pool e $13,229,808, M. Siebert $4,410,060, M. Hall
$1, 200, 072, and Precision $1,274,100 in exchange for their shares
of stock in Onet. Petitioner personally received $9, 485, 960
plus the $27 million paid to Signal and the $3, 400,000 paid to
Costar for a grand total of $39,885,960 in exchange for his O net
shares plus $12 nmillion for his direct clains.

Petitioners also received $4 nmllion as a rei nbursenent for
petitioner’s | egal fees and expenses related to the Six Lawsuits.
Petitioners had deducted or woul d have deducted these reinbursed
| egal fees and expenses as busi ness expenses on their 1995
Schedule C, Profit or Loss From Business. The parties have
stipulated that “None of the aforesaid | egal fees or expenses
were allocated to any of petitioner’s clains against Oal co,

Ornet Corporation and/or Boyle for |ibel, slander and/or
defamation.” Neverthel ess, petitioners excluded the $12 mllion
Ornet paynent fromtheir gross incone on their 1995 return on the

basi s of section 104(a)(2).



- 28 -
OPI NI ON

Contentions of the Parties

Petitioners contend that there were two separate
transactions that occurred when the parties resolved their
di sputes--a sale of stock for $60 mllion shared in by al
st ockhol der parties of the Voting Trust and the $12 mllion
paynment fromOnet to M. Bradley. The |ater paynent, it is
argued, was paid only to M. Bradley because it was in settlenent
of only his clains for what he naintains was a conspiracy of
defamation, slander, and |libel to his business reputation, as
well as intentional infliction of enotional distress.

Petitioners argue that had any part of the $12 m|llion been
paid for stock, it would have had to be shared with the other
parties to the Voting Trust. Because it was not shared, the only
possi bl e explanation is M. Bradley’'s personal injuries, paynent
for which woul d be excludable fromgross income under section
104(a)(2). As a part of the settlenent, a general rel ease was
requi red which would include M. Bradley's tort-type personal

injury clains.?

29 Petitioner underwent surgery in August 1993 for prostate
cancer. Although on brief petitioners clained that the increased
stress resulting frompetitioner’s involvenent in the Six
Lawsuits adversely affected his ability to fight the cancer,
there is no evidence to suggest that events resulting fromthe
Six Lawsuits were the indirect, |let alone, the proxinate cause of
petitioner’s netastasized cancer. “[T]he consequences of a
di spute are not necessarily comensurate with its origin.” dynn
v. Comm ssioner, 76 T.C 116, 121 (1981) (citing Knuckles v.

(continued. . .)
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Petitioners contend that they have, by inplication,
established the $12 mllion was paid on account of M. Bradley's
personal injury clainms by virtue of negative inference. 1In
addition, they assert their right to arrange and conduct their

affairs to mnimze adverse tax inplications. See Conm ssioner

v. Newman, 159 F.2d 848, 850-851 (2d Cir. 1947) (Hand, J.,

di ssenting). They point to the Inplenentation Agreenent, the
final settlenment docunent, which they contend supersedes al
others and inplenents their tax planning. They note it provides
the $12 mllion will be paid to M. Bradley “in settlenent of al
direct clains * * * by Bradl ey against O net, whether relating to
the Litigations [the Six Lawsuits] or otherw se, including but
not limted to those |ibel and slander clains described in that
certain letter fromHerbert Bennett Conner to Charles E. Bachman
dated August 11, 1995.~”

Respondent counters by arguing the disputes were settled by
the binding Settlenment Term Sheet, which reflects the actual
basis of the settlenent, and the Inplenenting Agreenent does not
negate the Settlenment Term Sheet. Further, respondent contends
that the Six Lawsuits did in fact involve direct clains by M.

Bradl ey agai nst both Ornmet and M. Boyle and that these direct

29(. .. continued)
Comm ssi oner, 349 F.2d 610 (10th Cr. 1965), affg. T.C Meno.
1964-33), affd. 676 F.2d 682 (1st G r. 1982). Thus, we do not
di scuss whether the settlenent paynent was paid on account of
physi cal sickness.
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clainms were contract danmage clains not personal injury tort
cl ai ns.

Respondent characterizes petitioners’ argunents as self-
serving attenpts to structure the settlenent to mnimze their
tax exposure. Respondent contends that petitioners did not
provi de any evidence that the paynent was actually in settl enent
of M. Bradley's alleged personal injuries. Instead, the $12
mllion may have been, in whole or in part: A paynent for
contract clains; additional disguised stock purchase price;
and/or comm ssion to M. Bradley for services to all stockhol der
parties of the Voting Trust for maintaining the various actions
and negotiating the resolution of these matters; and to end the
t hen-ongoing significant litigation costs foisted upon the
parties by dint of petitioners’ litigation.

1. Burden of Proof

Where the Comm ssioner has determ ned a deficiency in tax,
t he taxpayer bears the burden of proving facts that show the

determnation is incorrect. Rule 142(a)(1); Welch v. Helvering,

290 U. S 111, 115 (1933); Feldnman v. Conmm ssioner, 20 F.3d 1128,

1132 (11th Cr. 1994), affg. T.C Meno. 1993-17. However, the
burden of proof may shift to respondent under section 7491(a).
Section 7491 applies to exam nations commenced after July 22,
1998. Infornmation docunent requests in the record indicate

respondent’ s exam nation conmmenced on or before August 1997.
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Therefore, section 7491 does not apply, and the burden of proof
remains wth petitioners.

[11. Deternmnations of G oss | ncone

The definition of gross inconme under section 61(a) broadly
enconpasses any accession to a taxpayer’s wealth. The scope of

gross incone is sweeping. United States v. Burke, 504 U S. 229,

233 (1992); Conmi ssioner v. denshaw dass Co., 348 U S. 426, 429

(1955). Exclusions fromgross incone are narrow y construed.

Commi ssioner v. Schleier, 515 U S. 323, 328 (1995); United States

v. Burke, supra at 248 (Souter, J., concurring in judgnent);

Taggi v. United States, 35 F.3d 93, 95 (2d Cir. 1994).

Therefore, settlenent proceeds constitute gross inconme unless the
t axpayer proves they are specifically excepted by anot her
statutory provision.

Section 104(a)(2) provides for an exclusion from gross
i ncone:

SEC. 104. COVPENSATI ON FOR I NJURI ES OR SI CKNESS.

(a) I'n General.--Except in the case of anobunts
attributable to (and not in excess of) deductions
al l oned under section 213 (relating to nedical, etc.,
expenses) for any prior taxable year, gross incone does
not i ncl ude- -

* * * * * * *

(2) the anobunt of any damages received
(whether by suit or agreenent and whether as | unp
suns or as periodic paynents) on account of
personal injuries or sickness * * *
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Nei ther the statute nor the legislative history of section
104(a)(2) offers any explanation of the term“personal injuries”.

United States v. Burke, supra at 234; Threlkeld v. Conmni ssi oner,

87 T.C. 1294, 1305 (1986), affd. 848 F.2d 81 (6th G r. 1988).
The regul ati ons under section 104(a)(2) have formally |inked the
identification of “personal injury” to traditional tort

principles since 1960. United States v. Burke, supra at 234.

Section 1.104-1(c), Inconme Tax Regs., establishes the
requi renents of section 104(a)(2) and provides:

(c) Damamges received on account of persona

injuries or sickness.--Section 104(a)(2) excludes from

gross incone the anount of any damages received

(whether by suit or agreenent) on account of personal

injuries or sickness. The term “damages received

(whether by suit or agreenent)” nmeans an anount

received (other than worknen’s conpensation) through

prosecution of a legal suit or action based upon tort

or tort type rights, or through a settlenment agreenent

entered into in |ieu of such prosecution.

The pl ain | anguage of section 104(a)(2) and the text of the
regul ati ons establish two i ndependent requirenents that nust be
fulfilled for any recovery to be excluded fromgross incone. The
t axpayer mnmust denonstrate: (1) The underlying cause of action
giving rise to the recovery was “based upon tort or tort type
rights”, and (2) the settlenent was entered into “on account of

personal injuries or sickness”. See United States v. Burke,

supra at 234-235.
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| V. Char acterizing “personal injuries”

What constitutes “personal injuries” and whet her danages
were recei ved because of themis a question of fact. Threlkeld

v. Conmm ssioner, supra at 1305. It is established that “personal

i njuries” enconpasses both physical and nonphysical injuries.?3

United States v. Burke, supra at 237 n.6 (quoting Rickel v.

Conmm ssi oner, 900 F.2d 655, 658 (3d Gr. 1990), affg. in part and

revg. in part 92 T.C. 510 (1989)); Threlkeld v. Conm ssioner,

supra.
In Seay v. Comm ssioner, 58 T.C. 32, 37 (1972), this Court

hel d that damages received for nental strain, personal
enbarrassnent, and injury to personal reputation nmay be excl uded
under section 104(a)(2). Specifically, personal injuries include

enotional distress, see Burke v. United States, supra at 235 n.6,

mental pain and suffering, see Bent v. Conm ssioner, 835 F.2d 67,

70 (3d Cir. 1987), affg. 87 T.C. 236 (1986), and injury to

30 Sec. 104(a)(2) was anended in 1996 by the Small Busi ness
Job Protection Act of 1996, Pub. L. 104-188, sec. 1605(a), 110
Stat. 1838, effective generally for anpunts received after Aug.
20, 1996. In relevant part, the anendnent added the nodifier
“physical” after “personal” and before “injuries”. This
anendnent was nmade to clarify that anmounts received on account of
personal injuries must be received for physical injuries and not
exclusively for enotional distress. However, anended sec.
104(a) (2) does allow an exclusion for the anmount of danages in
excess of the anmount paid for nmedical care attributable to
enotional distress. Because the $12 mllion at issue here was
recei ved before Aug. 20, 1996, sec. 104(a)(2) as it existed
during 1995 is the |aw applicable to this case.
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personal and professional reputation, see Threlkeld v.

Conm ssioner, 848 F.2d 81, 83-84 (6th Cir. 1988).

There is no distinction between damage to one’ s personal

reputation and one’s business reputation. Threlkeld v.

Comm ssioner, 87 T.C. at 1305. Thus, had M. Bradley’'s claimfor

defamation, libel, intentional infliction of enotional distress,
and damage to his reputation been nade, it would be a claimfor
nonphysi cal personal injuries and would generally fall wthin the
anbit of personal injuries for purposes of section 104(a)(2).

V. Rati onal e of Settl enent

Det erm ni ng whet her a settlenment was entered into on account
of sickness or personal injuries requires an exam nation of the

settl ement agreenent | anguage. Pipitone v. United States, 180

F.3d 859, 863 (7th Cr. 1999). In support of petitioners’
contention that the $12 mllion was paid on account of tort-type
personal injuries, several cases are cited. Reliance on themis
m spl aced, however, since these cases only point out the nature
of the tort injury, without reference to the notivation behind
each settlenent paynent. It is not sufficient that a tort or

tort-type injury exists. See United States v. Burke, supra at

234-235; see also Threlkeld v. Conmi ssioner, 87 T.C. at 1305. To

be exenpt, the damages received nust be in settlenent of those

injuries. Sec. 1.104-1(c), Inconme Tax Regs; see also

Conmi ssioner v. Schleier, 515 U S. at 337.
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Here, the Settlenment Term Sheet contained a very general
reference to petitioner’s clains against Ornet:3 “in settlenent
of [M. Bradley' s] direct clains against Onet”. It failed to
make even a general, much less a definitive allocation between
tort or tort-like clains excludable under section 104(a)(2) and
ot her clains not excludable under section 104(a)(2). Even the
“Johnny-cone-| ately” paragraph 3 of the Inplenenting Agreenent
gave only very general indications as to the alleged specific
tort claims. It said: “including but not imted to those I|i bel
and sl ander clains described in * * * the letter dated August 11,
1995”.

A. Express Language

Language in a settlenent agreenent can offer probative
evi dence on how a settlenment paynent should be treated for

pur poses of section 104(a)(2). See, e.g., Bent v. Conmm ssioner,

87 T.C. 236, 246 (1986), affd. 835 F.2d 67 (3d Cir. 1987).
Petitioners did not provide credible evidence of an agreed-upon
anount attributable to personal injuries between petitioner and
Ornet or their respective counsel in either the Settlenent Term
Sheet or the | nplenmenting Agreenent.

Petitioner’s law firm Finn Dixon & Herling LLP, had nade

petitioners aware that the absence of docunentation supporting

31 See supra note 5 discussing the change of the conpany’s
name fromOralco to O net.
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paynment of an agreed anount for personal injury would be
problematic. In a nmenorandumto petitioner, the firmwote:

Were a settlenment paynent is only partially in
paynment for tortious injury, the burden of proof is on
the recipient to show the amount paid for the tort.
Frank, 22 T.C 945 (1954), [affd. 226 F.2d 600 (6th
Cr. 1955)]. Allocations in a settlenent agreenent are
respected if they are reasonable. 1In Seay, 58 T.C. 32
(1972), acq. 1972-2 CB 3, the taxpayer received paynent
for breach of contract and for personal injuries from
enbarrassing publicity. Aletter confirmng the
apportionnent of funds attributable to personal injury
signed by negotiators on both sides was held to have
established the amount that was attributable to
personal injury. [Enphasis added.]

The record is devoid of any evidence hel pful to petitioners of
the type suggested by petitioner’s counsel.

M . Dougherty noted that one of petitioner’s problens would
be “sustaining the bona fides of the allocation if chall enged.
Al |l ocations to personal injury recoveries wll be respected if
made in an adversarial context, at arms length, and in good

faith.” M. Dougherty cited Knuckles v. Conm ssioner, 349 F.2d

610 (10th G r. 1965), affg. T.C. Meno. 1964-33, as an exanple
where exclusion fromgross i nconme was deni ed when counsel
“pressed for an allocation to personal injuries late in the
settlenment negotiations to get a better tax result”.

Both the Settlenment Term Sheet and the | npl enenting
Agreenment provide for a “global release” of petitioner’s clains
against Onet. Yet, none of the settlenent docunents earmarked a

speci fic anmpbunt exclusively for petitioner’s personal injuries
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including libel or slander. The Court finds, as a factual
matter, that the Settlenment Term Sheet speaks for itself and that
any di spute about the nmutual releases was nerely quibbling.

A court may not be in a position to apportion danmages anong
various contract and tort clainms where it appears that the

settlenment was all-enconpassing. Taggi v. United States, supra

at 96.% It is petitioner’'s duty in this case to prove the proper

al |l ocati on between taxabl e and nont axabl e anounts. Pi pi t one v.

United States, supra at 865. “‘[F]Jailure to show the specific

anount of the paynent allocable to the clains of tort or tortlike
damages for personal injuries results in the entire anmount’s
bei ng presuned not to be excludible.”” [d. at 864 (quoting Wse

v. Comm ssioner, T.C Meno. 1998-4); see Pipitone v. United

States, supra at 864; Taylor v. Comm ssioner, T.C Mno. 1999-

323, affd. 246 F.3d 676 (9th Cr. 2000); Myrabito v.

Conmi ssioner, T.C. Menp. 1997-315.

State | aw does not assist petitioner. None of petitioner’s
State clains as presented in his State court pleadi ngs pertained
to any tort or tort-type injuries. Instead, the pleadings
referenced petitioner’s contest for control of Ornet and ot her

rel ated contractual clains.

32 Because this case would normally be appeal able to the
Court of Appeals for the Second G rcuit, absent stipulation to
the contrary, Taggi v. United States, 35 F.3d 93, 95 (2d Gr.
1994), is controlling here under this Court’s Golsen rule. See
&ol sen v. Comm ssioner, 54 T.C. 742 (1970), affd. on another
ground 445 F.2d 985 (10th G r. 1971).
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State lawis of little help where there are severa
claims, only sonme of which are for personal injuries.
The State |aw classification of the various clains wl|
be of no assistance identifying the claimor clains or
in carving up the danmage recovery. In such cases we
must | ook to various factors, including the allegations
in the State court pleadings, the evidence adduced at
trial, a witten settlenment agreenent, and the intent
of the payer.* * * [Threlkeld v. Conm ssioner, 87 T.C
at 1306-1307. ]

B. Bona Fi de D spute

Section 1.104-1(c), Inconme Tax Regs., defines damages for
pur poses of the exclusion under section 104(a)(2) as anmounts
whi ch are received fromprosecution of a legal suit, or “through
a settlenent agreenment entered into in lieu of such prosecution”.
In this context, “‘[a] settlenent is an agreenent to term nate or

forestall all or part of a lawsuit’”. Taggi v. United States,

supra at 96 (quoting Gornman v. Holte, 211 Cal. Rptr. 34, 37 (C

App. 1985)); see also MO eary v. Arnstrong Wirld Indus., Inc.,

913 F.2d 257, 259 (5th Cir. 1990).
Settlenment nust involve a bona fide dispute over excl udable

damages. Taggi Vv. United States, supra at 96. The requirenent

of a bona fide dispute precludes "a contrived ‘settlenment’
designed to avoid taxation of the [settlenent] proceeds.” 1d.
The record shows that the first time M. Boyle or Onet was aware
petitioner was asserting personal injury clains was follow ng
receipt of the letter to M. Boyle' s counsel of July 27, 1995.
Petitioner’s assertion of the issue of personal injuries just

prior to the drafting of the Settlement Term Sheet is not
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determ native. The fact that personal injuries were not
mentioned in the Settlenment Term Sheet supports the concl usion
that the personal injuries, or at least their dollar anount, were
contrived.

M. Dixon testified that he was not involved in the
settlenment, nor was he aware that, as a result of the execution
of the Settlenent Term Sheet, the parties had agreed to rel ease
the Six Lawsuits prior to petitioner’s receipt of M. D xon’s
August 15, 1995, letter.®* M. Conner testified that the
l[itigation anong the parties pertained only to the filed suits
and not to any libel or slander suits.

After execution of the Settlenment Term Sheet, petitioner
sought advice regarding treatnent of part of the settlenent
proceeds as nontaxable. M. D xon first advised petitioner after
execution of the Settlenment Term Sheet. These facts are
indicative that petitioner, Onmet, and M. Boyle were not
previously involved in serious discussions or negotiations
contenpl ating a paynent for personal injuries. Petitioner’s

attenpted allocation of $12 mllion in the |Inplenenting Agreenent

3% Judge Stanp of the United States District Court for the
Northern District of West Virginia dismssed | ansuits nunber one,
two, and three of the Six Lawsuits on Aug. 10, 1995, and |lawsuits
nunber five and six of the Six Lawsuits on Aug. 11, 1995.

Lawsui t nunmber four was resol ved when Judge Stanp granted
petitioner’s petition for relief fromrules 23(e) and 23.1 of the
Federal Rules of Cvil Procedure with respect to formal notice
and court approval of the global settlenent of the parties on
Aug. 18, 1995.
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was contrived. See Robinson v. Conmm ssioner, 102 T.C. 116

(1994), affd. on this issue and revd. in part. 70 F.3d 34 (5th

Cir. 1995); Burditt Il v. Conm ssioner, T.C Meno. 1999-117.

C. | ntent of the Payor

In the absence of any express | anguage in the agreenent, the
intent of the payor is the nost inportant factor in determ ning

t he purpose of the paynent. Pipitone v. United States, 180 F. 3d

at 864; Kurowski v. Conmm ssioner, 917 F.2d 1033, 1036 (7th G

1990), affg. T.C Meno. 1989-149; Knuckles v. Conm ssioner, 349

F.2d 610, 613 (10th Cr. 1965); Agar v. Comm ssioner, 290 F.2d

283, 284 (2d Cr. 1961), affg. T.C. Meno. 1960-21; Metzger v.

Comm ssioner, 88 T.C. 834, 847-848 (1987), affd. w thout

publ i shed opinion 845 F.2d 1013 (3d G r. 1988); Kroposki V.

Conmi ssioner, T.C. Menp. 1997-563.

Petitioner and O nmet negotiated the ternms of the Settl enent
Term Sheet for several nonths before agreeing to a final version.
Par agraph 10 of the Settlenment Term Sheet finalized their nutual
assent stating: “This Term Sheet is intended to constitute a
bi ndi ng agreenent anong the parties thereto, subject only to the
negoti ati on and execution of satisfactory docunentation.”

Al t hough the binding nature of the settlenment terns was

explicitly stated in the Settlenment Term Sheet, whether the
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Settl enent Term Sheet is binding or not,3 absent a definitive
and adverse party allocation in the settlenment docunent, the
payor’s intent behind the settlenment governs the allocation of
t he damage paynents.® Mre inportantly, at the time Ornet and
M. Boyle initially agreed to the settlenent terns, they were
intending their $12 million paynment to be for contract clainms in
the six filed cases not tort-like personal injury clains by M.
Bradl ey, the possible existence of which had only been recently

raised. Thus, it is apparent the $12 million paynent was only

34

“[Whether [an] enforceable contract arises from
prelimnary negotiations and letter of intent or nust
await formal agreenment depends on the intent of the
parties.” “lIn ascertaining the intent of the parties
to a contract, it is their outward and objective

mani f estati ons of assent, as opposed to their
undi scl osed and subjective intentions, that matter.” *
* * This is true “[g]iven the highly detail ed nature of
the [letter of intent], the inportant commerci al
circunstances in which it was negotiated, and the fact
that the [letter of intent] appears in all respects to
be a binding contract as to certain prom ses.”
[Gllenardo v. Connor Broad. Del. Co., No. C. A 98C 06-
015 W.W 2002 W. 991110, at *6 (Del. Super. Apr. 30,
2002); fn. refs. omtted.]

3% A settlenent may be intended to cover clains not yet
added to an existing lawsuit. See Eisler v. Conm ssioner, 59
T.C. 634 (1973), acg. 1973-2 C.B. 1. However, the facts in
Eisler are distinguishable fromthose in the instant case. In
Eisler, both the payor and the payee had a nmutual understandi ng
as to the reason for the settlenent paynent and the intent of the
rel ease instrunent. |In the instant case, the payor did not
intend for the paynent to be nade for personal injuries at the
time the Settlement Term Sheet was agreed to. There has been no
factual showing that either M. Boyle or O net intended any of
the paynents, at the tinme of the signing of the Settlenent Term
Sheet, to be for personal injuries.
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intended to pay for petitioner’s direct clainms and was not
necessarily intended to include clains of |ibel, slander, and
enotional distress as later alluded to in the |Inplenenting
Agr eenent .

Moreover, it is the absence of know edge of the claimby M.
Boyl e and Ornet that is nost damaging to petitioner. The basis
of the controversies between petitioner and Ornet centered around
i ssues dealing with directors’ rights in a contest for corporate
control and petitioner’s rights pursuant to the Option Agreenent.
These clains are essentially contractual in nature. The record
reflects that these disputes were petitioner’s and Onet’s
primary concern in conducting and settling the Six Lawsuits.

Petitioner’s attorney, M. Conner, wanted Ornet’s attorney,
M. Bachman, to allocate the $12 mllion to the personal injury
clainms that petitioner had not filed, but M. Bachman, M. Boyl e,
and Onet were unwilling to do so. In fact, M. Bachman
testified that Onet did not spend any tine defendi ng agai nst
clains for |ibel or slander because there were none filed by
petitioner.

VI . Concl usion

Petitioners have not denonstrated that the $12 nmillion
paynment M. Bradley received from Onet was “on account of
personal injuries or sickness”. Moreover, the Court will not

specul ate as to unstated possible reasons for the settlenent nor
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conjure an anount to settle alleged tort-1ike personal injury
clainms. Absent proof of a specific paynent for tort-1like
personal injuries or evidence that Onmet intended its $12 mllion
paynment for M. Bradley' s personal injuries as part of a bona
fide dispute settlenent, petitioners do not neet the criteria for
exclusion of the $12 mllion fromincome under section 104(a)(2).
Thus, in accordance with section 61, the $12 mllion payment nust
be included in petitioners’ gross inconme for the 1995 taxable
year.

To reflect the foregoing and concessi ons nade by the

parties,

Deci sion will be entered

under Rul e 155.




